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Abstract  Based on firm level data for the period of 1998–2007, this paper 
attempts to explain the growth differences between private enterprises and 
state-owned enterprises (SOEs) in China, in the context of liquidity shocks, and 
institutional and financial environments. It is found that (1) when liquidity tightens, 
the private enterprises face stricter credit constraints than SOEs, which restricts the 
development of private enterprise; (2) when liquidity becomes abundant, private 
enterprises face fewer financial limitations and grow much faster than SOEs; (3) 
the effect of liquidity shocks on the growth rate gap between private enterprises 
and SOEs has weakened during the period 2002–2007. These findings reveal that 
the credit discrimination against private enterprises can be mitigated by improving 
institutional and financial environments, which weaken the effects of liquidity 
shocks on firm growth. 
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1  Introduction 

During the economic transition of China, the development of state-owned 
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enterprises (SOEs) and private enterprises has attracted considerable attention. 
Some scholars argue that the development of SOEs adversely affects the 
development of private enterprises, the so-called phenomenon of “the State 
Proceeds while the Private Shrinks” (e.g., Chen, 2009). For instance, during the 
financial crisis in 2008, a large number of private enterprises collapsed due to 
difficulties in raising bank loans in Zhejiang and Guangdong, while SOEs can 
survive on the assistance of state-owned banks. As another example, the share of 
state ownership rose when the mining industry in Shanxi was restructured in 
2009. Meanwhile, Rizhao Steel Company, a private enterprise, was acquired by 
Shandong Steel Group despite that the productivity of the former is higher than 
the latter. In contrast, other scholars, for example, Ma (2009) do not agree with 
this argument. They find that the share of SOEs declined by 20%, with the 
number of SOEs decreasing from 179,000 in 2004 to 143,000 in 2008 whilst the 
share of private enterprises increased by 81.4%, with its number rising from 1.98 
million to 3.596 million. Nevertheless, changes in the number of enterprises do 
not necessarily imply the trade-off between the development of SOEs and private 
enterprises. 

In this paper, we argue that the growth rate gap between the two types of 
enterprises rather than the numbers of them is a better measure of development 
performance. Figures 1 and 2 show the growth rate in the shares of SOEs and the 
private enterprises, respectively, with data from China Statistical Yearbooks, 
China Industry Economy Statistical Yearbooks and China Private Economy 
Statistical Yearbooks. Figure 1 shows that “the State Proceeds while the Private 
Shrinks” indeed existed in some years while “the State Shrinks while the Private 
Proceeds” was found in other years. 

 
Figure 1  Growth Rate of the Share of SOEs 

 
From 1992 to 1995, the share of private enterprises increased sharply while the 

share of SOEs decreased remarkably, indicating “the State Shrinks while the 
Private Proceeds.” This was attributed to the economic system reform for SOEs 
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and the development of private economy. In 2000, the growth rate of the share of 
SOEs slowed down, around –0.2%, while the growth rate of the number of 
private enterprises decreased to 16.7%; in 2004, SOEs’ growth rate was 0.9%, 
while the growth rate of private enterprises was falling, showing “the State 
Proceeds while the Private Shrinks.” After the financial crisis of 2008, SOEs’ 
growth rate reached 2%. These three years again show “the State Proceeds while 
the Private Shrinks.” 

 
Figure 2  Growth Rate of the Number of Private Enterprises 

 

To some extent, changes in growth rate of enterprises may indicate whether 
there is “the State Proceeds while the Private Shrinks” or “the State Shrinks 
while the Private Proceeds.” However, this measure could be quite noisy. It is 
better to construct measures based on firm-level data. For this purpose, data from 
China Industrial Enterprise Database will be used in this paper to compute a 
growth gap index. The index is defined as the difference between the average 
growth rate of private enterprises and SOEs (P-S gap), where SOEs refer to 
enterprises whose ratios of state-owned capital to paid-up capital are equal to 1. 
On the other hand, private enterprises refer to those with a ratio of state-owned 
capital to paid-up capital being equal to 0. In general, the average growth rate of 
private enterprises is higher than that of SOEs, owing to the differences in the 
incentives. Therefore, changes in the P-S gap excludes the time invariant effect 
and reflects the heterogeneous effect of government policies on different 
enterprises. A decrease in the P-S gap implies “the State Proceeds while the 
Private Shrinks” and vice versa.  

Figure 3 plots the P-S gap during 1999–2010, based on the growth rate of 
industrial output and sales. Firstly, private enterprises grew faster than SOEs in 
most years, regardless of the usage of industrial output or sales, with the average 
growth rate of private enterprises higher than SOEs by 8%. Secondly, the P-S 
gap for both measures decreased in 2000, 2004, 2008 and 2010. Only in 2004, 
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the growth rate was negative, meaning that the growth rate of private enterprises 
was lower than that of SOEs. These indicate “the State Proceeds while the 
Private Shrinks,” which is consistent with Figures 1 and 2. 

 
Figure 3  P-S Gap for Output and Sales 

 
Why does the growth gap change over time? What drives the growth gap? This 

study tries to explore these questions in the context of liquidity shock and corporate 
credit constraints. On the one hand, China is a country with abundant labor and 
relatively scarce capital, enterprises are more binding to capital-oriented constraints 
rather than labor-oriented ones. On the other hand, regarding financing, enterprises 
depend more on bank credit than their own retained revenue since China’s capital 
market is immature and still developing (Lin and Sun, 2008; Allen et al., 2003, 
2006; Ayyagari et al., 2016; Wang et al., 2013). 

However, private enterprises may face credit discrimination owing to China’s 
special political and economic setup. Since the financial system is regulated by 
the government, regarding credit, banks generally prioritize lending to SOEs 
(Song et al., 2011; Allen et al., 2005; Boyreau-Debray and Wei, 2005). Another 
reason for the credit discrimination against private enterprises comes from banks’ 
endogenous choice for credit risk control. Compared with SOEs, the private 
sector has a higher operating risk and less credit information, so that there could 
be credit rationing discrimination on private enterprises (Berger and Udell, 1995, 
1996). 

Our paper attempts to explore the effect of liquidity shocks and credit 
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constraints on the performance differences between private enterprises and SOEs. 
Using Chinese firm-level data between 1998 and 2007, our findings show that, 
liquidity shocks play a significant role in the P-S gap. When liquidity is deficient, 
SOEs have higher a debt ratio than private enterprises and the P-S gap narrows. 
When liquidity is sufficient, the P-S gap rises. Secondly, the effect of credit 
discrimination can be reduced by a healthy institutional environment and 
competition among banks, which in turn lowers the effect of liquidity shocks on 
enterprises. Thirdly, the development of capital markets reduces the effect of 
liquidity shocks on P-S gaps. 

The most related literature is Song et al. (2011) who studied the difference in 
enterprises’ productivity with different ownerships and established the long-term 
macro equilibrium under credit discrimination. However, Song et al. (2011) 
ignored the impact of liquidity shocks on the long-term equilibrium. There is 
some financial literature studying the effect of monetary policies and liquidity 
shocks (Bhamra et al., 2010; Yu et al., 2012; Zeng and Su, 2010), changes in 
small enterprises’ inventory under liquidity shocks (Gertler and Gilchrist, 1994), 
the financing capability of enterprises’ diversification strategy during economic 
recession (Dimitrov and Tice, 2006), and the compensating cash balance while 
borrowing through the credit line (DeMarzo and Sannikov, 2006). Moreover, 
several studies particularly analyze the marginal value of cash for firms, which is 
developed in the recent dynamic corporate finance literature. Wang et al. (2012) 
show that, firms’ investment depends not just on the entrepreneur’s marginal q 
(or marginal value of capital) but also the marginal value of liquid wealth, since 
for financial constrained firms, more cash makes the firm less financially 
constrained (Bolton et al., 2011). Bolton et al. (2013) develop a tractable model 
of dynamic corporate financial management for financially constrained firms 
facing time-varying external financial costs and find that marginal value of cash 
can be non-monotonic in cash holdings. However, existing studies rarely 
examine the growth differences among enterprises with different ownerships. 

Studies on the driving forces of the P-S gap or “the State Shrinks while the 
Private Proceeds” are limited. Most of them focus on the phenomenon per se or the 
public attitude on it (Wang, 2011). To the best of our knowledge, only Ding and 
Liu (2011) did empirically examine the effect of economic fluctuation on the 
ownership structure, with the proportion of paid-up capital as the proxy of 
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state-owned manufacturing industries’ share. They conclude that economic growth 
rate, monetary stock, export growth rate and inflation rate are negatively associated 
with the declining speed of state-owned manufacturing industries’ share.  

This study makes a contribution in the explanation of the growth gap among 
enterprises with different ownerships. Firstly, based on micro data, we define the 
growth gap between private enterprises and SOEs, measured as the growth rate 
of private enterprises minus the growth rate of SOEs. When the P-S gap 
decreases, it represents “the State Proceeds while the Private Shrinks.” Secondly, 
we examine the effect of liquidity shocks and credit constraints on the P-S gap, 
providing a micro mechanism for the analysis of the development differences 
between private enterprises and SOEs from the perspective of institutional and 
financial environment in China. 

The rest of this paper is organized as follows. Section 2 shows the relationship 
of liquidity shocks, financing constraints and the growth rate gap between private 
enterprises and SOEs. Sections 3 presents our hypotheses, data and econometric 
model. Section 4 provides empirical results. Section 5 presents further analysis. 
Section 6 concludes. 

2  Liquidity Shocks, Financing Constraints and the Growth 
Rate Gap between Private Enterprises and SOEs 

“The State Proceeds while the Private Shrinks” phenomenon is related to many 
factors, especially liquidity shock. Figures 4 and 5 illustrate the trends of the P-S 
gaps for output and sales and liquidity shock during 1999–2010, respectively. 
Liquidity shock is measured as  ln ( 2 / )d M Y , which can be decomposed into 

2 / 2 /M M Y YΔ − Δ , where M2 is the sum of money supply and savings deposits, 
Y denotes GDP. Higher liquidity shocks mean relatively more abundant liquidity. 
The P-S gap is measured as the difference in output and sales growth rates 
between private enterprises and SOEs. 

Figure 4 shows that the P-S gaps share similar trends with liquidity shocks. 
When liquidity is abundant, P-S gaps increase, which is particularly obvious in 
1999, 2003 and 2006, indicating private enterprises grew faster than SOEs, i.e., 
“the Private Proceeds while the State Shrinks.” In 2000, 2004 and 2007, liquidity 
was at its lowest levels, the P-S growth rate gap was also at the lowest, indicating 
the growth rate of SOEs got close to or even exceeded private enterprises, 
especially in 2004, showing “the State Proceeds while the Private Shrinks.” 
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Figure 4  Trends of Liquidity Shock and the P-S gap 

 
Figure 5 shows the growth rate of private enterprises’ registered number and 

liquidity shocks. It is clear that in years with relatively more liquidity, the 
number of private enterprises increased, indicating that abundant liquidity 
benefits private enterprises. These two figures reflect the relationship between 
liquidity shocks and the growth gap between private enterprises and SOEs. 

 
Figure 5  Trends of Liquidity Shock and the Growth Rate of Registered Private Enterprises 

 
In fact, “the State Proceeds while the Private Shrinks” is closely linked to 

liquidity shocks, since liquidity shocks affect credit allocation among different 
enterprises. When liquidity tightens, less credit is allocated to private enterprises 
than SOEs, which restricts the development of private enterprises and thereby 
narrows the P-S gap. When liquidity is abundant, the credit discrimination on 
private enterprises reduces, which improves the growth of private enterprises. 
The effect of liquidity shocks on private enterprises and SOEs can also be 
observed in changes of their debt ratios. Usually, SOEs have a higher debt ratio 
than private enterprises since they have priority access to bank credit. Figure 6 
plots liquidity shocks and the debt ratio differences between private enterprises 
and SOEs, based on China’s Industrial Enterprise Database during 1998–2007. 
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Following Yu and Pan (2008), corporate debt ratio is used to measure corporate 
financing ability and credit constraints. It is found that the difference in average 
debt ratios between private enterprises and SOEs is always negative. 

 
Figure 6  Trends of Liquidity Shock and Debt Ratio Difference 

 
Figure 6 shows that, on average, SOEs’ debt ratio was 2.6% higher than 

private enterprises. In years with abundant liquidity such as 1999, 2002 and 2005, 
the difference between the debt ratios of private enterprises and SOEs is smaller 
while in 2000, 2004 and 2007 the difference became larger with tightening 
liquidity. Remarkably, in 2008 and 2009, the Chinese government launched a 
four trillion dollar stimulus plan in order to cope with the financial crisis. 
Although liquidity was abundant during that period, most capital flowed to 
SOEs. 

3  Hypotheses, Data and Econometric Model 

Based on the facts discussed in the above section, we find that the credit 
constraints vary with liquidity shocks. Especially, when liquidity is abundant, 
banks relax credit constraints for both SOEs and private enterprises, and thereby 
the credit discrimination for private enterprises weakens. When liquidity is 
deficient, the credit discrimination becomes stronger, in other words, private 
enterprises face stricter credit constraints. Consequently, the P-S gap may 
increase with abundant liquidity while it tends to decline with tightening liquidity 
which induces “the State Proceeds while the Private Shrinks.” 

The above discussions lead to the following two hypotheses: 
Hypothesis 1: The liquidity shock is positively correlated with the P-S gap. 

When liquidity is deficient, private enterprises grow slower than SOEs, resulting 
in decreasing P-S gap; when liquidity is abundant, private enterprises grow faster 
than SOEs, and thereby the P-S gap increases. 
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Hypothesis 2: Liquidity shocks coincide with the difference in the financing 
constrains between private enterprises and SOEs. When liquidity is deficient, 
private enterprises face stricter credit constrains than SOEs; when liquidity is 
abundant, credit constrains for private enterprises become less binding to some 
extent. 

Our empirical analysis relies on China’s Industrial Enterprise Database, from 
1998 to 2007, which covers enterprises from the manufacturing sector with sales 
amounting to 5 million yuan and above. It includes 31 of China’s provinces and 
is widely used in the literature (Nie et al., 2012). Three types of enterprise are not 
included in our sample: enterprises out of operation, which are closed, rectified 
or reorganized; enterprises with 0 equity capital, or capital stock/flow larger than 
total assets (Cai and Liu, 2009); and enterprises with ownership indicator (stated- 
owned capital/paid-up capital) smaller than 0 or larger than 1. In total, 407,541 
enterprises are included, taking up 98.9% of the full sample which contains 
412,000 enterprises. 

Our dependent variable is the growth rate of enterprises, proxied by the growth 
rates of output and sales amount, both of which are deflated by the annual GDP 
deflator index.1 Another dependent variable is enterprises’ credit constraint for 
examining the effect of the liquidity shock on it. It is proxied by the ratio of total 
debt to total assets. The higher level of the debt ratio, the higher level of the 
enterprise’s financing ability. 

Our key independent variable is liquidity shock (Liq), measured as dLn (M2/Y)  
(as discussed in section 3), sourced from Chinese Financial Yearbook. High level 
of liquidity shocks represent relatively more sufficient liquidity while low level 
shocks show insufficient liquidity.2 Enterprise ownership (Soe) is measured as 
the ratio of stated-owned capital to paid-up capital. We particularly focus on the 
                                                        
1 Usually, the inflation index of CPI is used to calculate the actual industrial production and 
sales. However, in China, the fluctuation of CPI is easily affected by food prices and other 
factors. Therefore, this study applies the GDP deflator since it captures broader factors 
affecting the inflation of price. 
2 It should be noted that, the more abundant the liquidity of the real economy is, the more 
abundant the liquidity of the financial system is. While the latter is not necessarily a sufficient 
condition for the former. Therefore, our study focuses on the liquidity shocks in the real 
economy, and explores its linkages with the P-S gap. Moreover, acceptance rate could be 
another proxy for the real economy’s liquidity but the data is limited. We compare the 
relationship between the acceptance rate and the liquidity variable used in this study from 2007 
to 2010 and find a strong negative relationship; the correlation coefficient is 0.87.   
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interaction term between Liq and Soe and expect its coefficient to be negative, 
indicating that when there is insufficient external liquidity, SOEs benefit more, 
and when there is abundant external liquidity, private enterprises benefit more. 

Other control variables include (1) firm size, measured as the logarithm of 
firm’s total assets; (2) leverage, measured as the ratio of total debt to total assets; 
(3) firm’s return on assets (ROA), measured as the ratio of net profit to total 
assets; and (4) dummy variables for time, province and firm type. Table 1 shows 
the descriptive statistics of the variables. 

Table 1  Summary Statistics 
Variable Obs. Mean Stdc Min Max 
Real growth rate of output 1,330,124 0.255582 1.678451 –1 99.16129 
Real growth rate of sales  1,330,124 0.27293 1.777957 –1 99.54229 
Leverage 1,330,124 0.553277 0.250743 –7.20864 1.345594 
Firm size 1,330,124 9.350416 1.482929 –0.87129 19.37469 
Soe 1,330,124 0.113097 0.303542 0 1 
Liq 1,330,124 5.110701 1.998956 2.3 9 
ROA 1,330,124 0.06685 25.5866 –29382 1972 
Soe·Liq 1,330,124 0.654698 1.853821 –22.6773 19.71358 

 
Since our panel data are unbalanced, we use equation (1) as our model 

specification. Equation (2) represents the reduced form of (1): 
                 1 2[ ( 1) ( 0) | ] ,E y Soe y Soe X Liqα α= − = = +   (1)

 
0 1 2 3 ,ijt t ijt ijt t ijt j i t ijty Liq Soe Soe Liq Xα α α α ψ ω ξ ε= + ⋅ + + + ∏ + + + +   (2) 

where i indexes enterprise, j denotes the province where the enterprise is located, 
and t represents year. X is a set of control variables. ,ψ ω  and ξ are province, 
enterprise type and time fixed effect, and ε  is the usual disturbance term.  

4  Empirical Results 

In this section, two questions are analyzed: (1) the relationship between 
enterprises’ growth rate and liquidity shocks (presented in columns 1 and 2 in 
Table 2); (2) the different effects of liquidity shocks on firms’ credit constrains 
for both private enterprises and SOEs. 

Table 2 shows the relationship between the growth of output and sales and 
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debt ratio on the one hand, liquidity shock on the other hand. Columns (1) and (2) 
represent the effect of liquidity shocks on the growth of industrial output and 
total sales, respectively. Column (3) estimates the effect of liquidity shocks on 
firms’ debt ratio (firm leverage) which denotes the financing constraint. 

Table 2  Relationship between Liquidity Shocks, Enterprises’ Growth and Debt Ratio 

 (1) (2) (3) 
Variable Output growth Sales growth Debt ratio 
Soe·Liq –0.023*** –0.025*** –0.0022*** 
 (–8.82) (–8.80) (–8.71) 
Soe 0.035* 0.037* 0.0082*** 
 (1.81) (1.80) (4.45) 
Liq 0.082*** 0.091*** 0.0022*** 
 (49.12) (51.84) (13.96) 
Leverage 0.096*** 0.088***  
 (8.77) (7.61)  
Firm size 0.164*** 0.159*** 0.027*** 
 (40.34) (36.74) (69.15) 
ROA 0.306*** 0.324*** –0.037*** 
 (37.97) (37.91) (–48.29) 
Province dummy Yes Yes Yes 
Industry dummy Yes Yes Yes 
Year dummy Yes Yes Yes 
Observations 1,324,041 1,324,041 1,324,041 
R-squared 0.007 0.007 0.009 

Note: t-statistic in parentheses, *** p < 0.01, ** p < 0.05, * p < 0.1. 
 

According to equation (1), 1α  is the marginal effect of liquidity shock on the 
P-S gap, which is the coefficient of Soe liq⋅ . The marginal effects of liquidity 
shock on the output and sales growth gap between private enterprises and SOEs 
are –0.023 and –0.025, respectively (shown in columns 1 and 2 in Table 2). They 
indicate that the larger the liquidity shock, the larger growth gap between private 
enterprises and SOEs. In other words, when liquidity becomes more sufficient, 
the output growth of SOEs decreases compared to that of private enterprises, 
showing “the State Shrinks while the Private Proceeds.” The effect of liquidity 
shock on debt ratio is also negative (–0.0022), as the coefficient of Soe liq⋅  
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shows in column (3). It means that when liquidity shock increases, the debt ratio 
of SOEs declines compared to that of private enterprises. The empirical results 
support our hypotheses. 

Regarding control variables, leverage has a positive effect on firm’s growth, 
thus firm’s financing capacity enhances its development. Firm size, firm type, 
ROA and liquidity also have positive effects on a firm’s growth. Column (3) 
reveals that a firm’s financing capacity is positively correlated with firm size and 
firm type. Moreover, it also indicates that there exists credit discrimination on 
private enterprises regardless of the degree of liquidity shocks. In addition, ROA 
has a negative effect on debt ratio, indicating that enterprises with higher 
productivity have less financial access, while enterprises with lower productivity 
may have more financial support from banks. These results are consistent with 
Song et al. (2011), and Dollar and Wei (2007). 

To sum up, liquidity shocks affect the difference in growth rates between 
private enterprises and SOEs through the channel of credit constraints. Changes 
in this growth difference reveal “the State Proceeds while the Private Shrinks” or 
“the State Shrinks while the Private Proceeds.” 

5  Further Analysis 

As pointed out by La Porta et al. (1997; 1998) and Rajan and Zingales (1998), 
the extent of asymmetric information between banks and enterprises can be 
reduced by the development of institutional systems and the financial 
environment, inducing less credit friction between banks and enterprises, and 
thereby improving the credit ability of small and middle enterprises. In that case, 
the decrease of banks’ credit discrimination on private enterprises may reduce the 
effect of liquidity shocks on the P-S gap. Therefore, in this section, the 
relationship between liquidity shock and the P-S gap is analyzed, via the 
perspective of institutional and financial environment, based on data from 31 
Chinese provinces, during the periods of 2002–2004 and 2005–2007. 
 
5.1  Can the Improvement of Institutional and Financial Environments Reduce 
the Impact of Liquidity Shocks on the P-S Gap? 

 
As suggested by Jappelli et al. (2005) and Pan and Zuo (2010), an enterprise’s 
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credit constraint mainly comes from information asymmetry between banks and 
enterprises. However, such asymmetry can be improved by a better institutional 
environment. Particularly, the improvement of external contract enforcement can 
effectively help enterprises obtain bank credit. Since the impact of an 
improvement in the institutional environment is heterogeneous, in other words, 
this improvement may benefit private enterprises more than SOEs, we predict 
that an improvement in the institutional environment weakens the discriminatory 
credits’ distribution between SOEs and private enterprises, and thereby alleviates 
the effect of a liquidity shock on the P-S gap. 

Similarly, an improvement of the financial environment (e.g., banking 
competition) can also reduce credit discrimination, since banking competition 
improves the relationship between small and medium enterprises (SMEs) and 
banks (Mercieca et al., 2009), help the development of SMEs (Lei and Peng, 
2010) and promote enterprises’ innovation, especially for small firms (Pan and 
Zhao, 2010). 

Consequently, two following hypotheses are tested in this section: 
Hypothesis 3: Improvement of the institutional environment reduces credit 

discrimination between SOEs and private enterprises, and thus reduces 
liquidity’s effect on the P-S gap. 

Hypothesis 4: Banking competition reduces credit discrimination between 
SOEs and private enterprises, and thus reduces liquidity’s effect on the P-S gap. 

The empirical model is as follows: 

             

0 1 2 3 4

5

I

I ,
ijt t ijt jt t ijt t

jt ijt j i t ijt

y Liq Soe Liq Soe Liq

X

α α α α α

α ψ ω ξ ε

= + ⋅ + ⋅ + +

+ +∏ + + + +  
(3) 

where I jt  refers to the law and financial environment, proxied by provincial 
market-oriented index and the deposit proportion of China’s four major 
non-commercial banks (Fan and Wang, 1998–2007), respectively. The growth 
gap between SOEs and private enterprises is described as 

3 1 2[ ( 1) ( 0) | ] I.E Y soe Y soe X Liq Liqα α α= − = = + + ⋅ Table 3 and Table 4 
present the empirical results for the institutional and financial environments, 
respectively. 

Results from Table 3 support hypothesis 3 that the improvement of the 
institutional environment weakens credit discrimination between SOEs and 
private enterprises, and thereby reduces the influence of liquidity shocks on the 
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P-S gap. In column (1), the marginal effect of a liquidity shock on the P-S gap is 
| 0.05 0.005 |lawβ = − + , which becomes smaller with the improvement of the 

external institutional environment. When the institutional environment takes the 
mean 7.78, β  is equal to 0.011, which is slightly smaller than the effect of a 
liquidity shock on the P-S gap of output from Table 2. 

Table 3  The Effect of the Institutional Environment 

(1) (2) (3) 
Variable 

Output growth Sales growth Debt ratio 

Soe·Liq –0.050*** –0.049*** –0.011*** 
 (–11.26) (–10.55) (–26.37) 
Law·Soe·Liq 0.005*** 0.005*** 0.002*** 
 (7.38) (6.52) (26.43) 
Soe 0.005 0.008 –0.0004 
 (0.25) (0.39) (–0.21) 
Liq 0.132*** 0.150*** 0.0007 
 (29.47) (31.37) (1.64) 
Law –0.049*** –0.057*** –0.003*** 
 (–11.46) (–12.54) (–6.72) 
Leverage 0.095*** 0.087***  
 (8.65) (7.50)  
Firm size 0.165*** 0.160*** 0.027*** 
 (40.57) (36.94) (70.10) 
ROA 0.308*** 0.327*** –0.037*** 
 (38.27) (38.23) (–48.22) 
Province dummy Yes Yes Yes 
Industry dummy Yes Yes Yes 
Year dummy Yes Yes Yes 
Observations 1,323,876 1,323,876 1,323,876 
R-squared 0.007 0.007 0.010 

Note: t-statistic in parentheses, *** p < 0.01, ** p < 0.05, * p < 0.1. 

 
Table 4 shows the effect of an institutional environment improvement on the 

relationship between liquidity shocks and the P-S gap. Financial environment 
variable (BC) is proxied by proportion of deposits from non-major commercial 
banks. The coefficient of BC·Soe·Liq is positive, indicating that as the external 



Liquidity Shock, Credit Constraint and the Development of Private Enterprises  597 

  

financial environment improves, the effect of a liquidity shock on the P-S gap is 
reduced. 

Table 4  The Effect of the Financial Environment  

(1) (2) (3) 
Variable 

Output growth Sales growth Debt ratio 

Soe·Liq  –0.043*** –0.044*** –0.009*** 
  (–11.39) (–11.03) (–25.76) 
BC·Soe·Liq 0.004*** 0.004*** 0.001*** 
  (7.24) (6.75) (27.00) 
Soe  0.019 0.022 0.003 
  (0.98) (1.05) (1.53) 
Liq 0.077*** 0.085*** 0.005* 
  (27.67) (28.96) (1.88) 
BC –0.007*** –0.009*** –0.003*** 
  (–3.54) (–3.85) (–13.35) 
Leverage  0.094*** 0.086***  
  (8.54) (7.38)  
Firm size 0.165*** 0.160*** 0.027*** 
  (40.66) (37.06) (70.21) 
ROA 0.307*** 0.325*** –0.037*** 
  (38.05) (37.99) (–47.96) 
Province dummy Yes Yes Yes 
Industry dummy Yes Yes Yes 
Year dummy Yes Yes Yes 
Observations 1,323,876 1,323,876 1,323,876 
R-squared 0.008 0.008 0.010 

Note: t-statistic in parentheses, *** p < 0.01, ** p < 0.05, * p < 0.1. 

 
5.2  How do Liquidity Shocks Affect the P-S Gap over Time? 

 
Table 5 compares the effect of liquidity shocks on the P-S gap during two periods 
2002–2004 and 2005–2007. The reason for choosing these two periods is that 
both of them cover a complete cycle of liquidity shock. The empirical results 
indicate that: (1) the liquidity shock has more explanatory power on the P-S gap 
in period 2002–2004 and has a greater marginal effect compared to the period 
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2005–2007; (2) the liquidity shock affects the debt ratio difference between 
private enterprises and SOEs for both periods, while the effect is greater in the 
later period. 

 
Table 5  The Effect of Liquidity shocks on the P-S Gap during Two Periods: 2002–2004 and 

2005–2007 

(1) (2) (3) (4) Variable 

Output growth Output growth Debt ratio Debt ratio 
 (02–04) (05–07) (02–04) (05–07) 

Soe·Liq –0.060*** –0.005 –0.00172*** –0.00231*** 

  (–13.56) (–0.70) (–4.16) (–3.65) 
Soe  0.401*** –0.089** 0.016*** 0.011*** 
  (9.88) (–2.03) (4.14) (2.95) 
Liq  0.053*** 0.110*** –0.002*** 0.0008*** 
  (22.68) (69.99) (–10.34) (5.99) 
Leverage 0.046* 0.107***   
  (1.84) (5.45)   
Firm size 0.273*** 0.262*** 0.035*** 0.024*** 
  (27.19) (32.01) (37.85) (34.86) 
ROA 0.334*** 0.397*** –0.045*** –0.018*** 
    (16.46) (29.79) (–23.94) (–16.05) 
Province 
dummy Yes Yes Yes Yes 

Industry dummy Yes Yes Yes Yes 
Year dummy Yes Yes Yes Yes 
Observations 363,499 665,614 363,499 665,614 
R-squared 0.016 0.017 0.013 0.005 

Note: t-statistic in parentheses, *** p < 0.01, ** p < 0.05, * p < 0.1. 

 
The result indicates that, firstly, credit discrimination against private 

enterprises did not become lower in the later period. That is, banks give much 
higher preference to SOEs in terms of credit support. Secondly, despite the credit 
discrimination on private enterprises in the second period, the insignificant 
relationship between the liquidity shocks and the P-S gap seems to imply that the 
development of private enterprises does not particularly rely on banks’ credit 
support. However, this interpretation is not true since leverage (debt ratio) is 
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positively and significantly related with the output growth rate and its effect was 
even larger during 2005–2007. 

Therefore, the insignificant effect of the liquidity shock on the P-S gap during 
2005–2007 could be attributed to the improvement of the institutional 
environment for private enterprises. For example, in 2004, the amended 
Constitution protects private property rights; in 2005, the “Suggestions on 
Encouraging and Guiding the Development of Non-public Economy” was 
published, including 36 suggestions for the development of the private sector. 
These government policies have a significant impact on the growth of private 
enterprises. In addition, the SME stock market was launched by the Shenzhen 
Stock Exchange in 2004, which helps the financing of small- and medium-sized 
private enterprises. Meanwhile, the growing private enterprises could invest 
themselves with their own profits. All these reduce the negative effects of the 
liquidity shocks on the P-S gap. 

Furthermore, the result shows that the coefficient of Soe was positive in the 
first period but turned negative in the second period. It reveals that, despite the 
lack of enough credit support from the bank, private enterprises have been 
developing more and more rapidly, which is in line with Song et al. (2011). 

6  Conclusion 

The changes of ownership structure can affect overall economic efficiency, the 
long-term economic development and income distribution. Thus, it is of great 
significance to analyze the development differences between private enterprises 
and SOEs. This paper defines “the State Proceeds while the Private Shrinks” at 
the micro level, meaning the decline in the growth rate gap between private 
enterprises and SOEs. It is hypothesized that this growth gap could be explained 
by credit discrimination against private enterprises. Changes in the growth gap 
are attributable to liquidity shocks. When liquidity is abundant, the growth rate 
gap increases, reflecting “the State Shrinks while the Private Proceeds,” and 
when liquidity is insufficient, there is “the State Proceeds while the Private 
Shrinks.” 

Then, the relationship between growth rate gap for output, sales and debt ratio, 
and liquidity shock are analyzed, based on the China Industrial Enterprise 
Database covering 1998–2007. The results show that liquidity shocks have a 
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significant positive effect on the growth rate gap between private enterprises and 
SOEs via credit discrimination against private enterprises. 

In addition, the role of the institutional and financial environments on the 
growth rate gap is examined. It is found that improvements in the institutional 
and financial environments can alleviate credit discrimination, and thereby 
reduce the effect of liquidity shocks on the growth rate gap. 

Finally, this study finds that during 2005–2007, the effect of a liquidity shock on 
the growth rate gap became weaker and insignificant, which may be attributable to 
the improvement of the institutional environment or the capital market. However, 
the impact of a liquidity shock on the difference in debt ratio got stronger, implying 
that the credit constraints for private enterprises became stricter. 

Our findings suggest that improving the institutional and financial 
environments and providing more financing channels for private enterprises help 
the “the State Proceeds while the Private Shrinks” brought by liquidity shocks. 
Actually, “the State Proceeds while the Private Shrinks” or “the State Shrinks 
while the Private Proceeds” is an outcome of credit discrimination together with 
liquidity shocks. Despite that the liquidity shock is neutral, credit discrimination 
adversely affects enterprises’ development. Accordingly, fair credit allocation is 
a fundamental solution to tackle the “the State Proceeds while the Private 
Shrinks” problem. More specifically, banks’ credit policy should not be biased in 
favor of SOEs, especially during the period of insufficient liquidity. In a market 
with perfect competition and fair credit opportunities, private enterprises merged 
by SOEs may not be considered “the State Proceeds while the Private Shrinks” 
or “reform backwards.” 
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